Issue 277, 10 April 2014

Better the devil you don't know
In the Switzer Super Report today, we have Charlie Aitken on why the high flyers are falling down to
earth and big mega caps to make sure you're holding, like Suncorp, AMP, the big four banks, Telstra
and BHP.
Ron Bewley examines the iron ore sector and comes up trumps with Rio and our Fundie's Favourite
from inSync Fund Managers is a very interesting US healthcare stock - Baxter. In Buy, Sell, Hold what the brokers say, Arrium and Panoramic get upgrades and if you earn more than $300,000, find
out how you can pay your extra super tax in Tony Negline's article today.
Sincerely,

Peter Switzer
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High flyers to fall, rotate into mega caps
by Charlie Aitken
I’ve had numerous questions from investors about
whether I thought the high-flyer valuation correction,
that has started on Wall St and spread to
Australia/New Zealand, would be the trigger for a
broader equity market correction? This is obviously
the key question and today I will try to answer it in an
Australian context.

approaching May and every May for the last five
years we have seen a trading correction in global
equity markets. Sell in May and go away is five for
five in the last few years”. The chart below reminds
you the five-year bull market in US equities, as
measured by the S&P500, had five solid trading
corrections that got negative momentum in May over
the last five years.

No doubt broader equity market corrections can start
when the stocks that have previously led the rally, run
out of momentum and turn south. The initial reaction
is a rotation from high-flyers to laggards, or in the
current US example, from high-growth tech stocks to
relative value industrial stocks, but the second leg
can often be an asset class one, where the entire
equity market corrects.
At this very moment, I am not sure whether this is
going to be a “stage 1 rotation” or a “stage 2 broader
correction”. Either way, it is highly unlikely the
broader US equity indices can advance while its
highly valued market darlings hit a bit of an air pocket.
The situation on Wall St requires very close daily
monitoring. US equity valuations are already very
high, thanks to the Fed’s largesse, and any stock
rotation is only to relative value, not absolute value.
That alone makes the broader US equity market
vulnerable to a correction. Similarly, there is no real
dividend support in US equities. Hedge funds appear
long, not short.

The ASX200 actually amplified those annual trading
corrections because we have a financials/global
cyclicals heavy benchmark and each “May scare”
was either driven by a global growth scare, or
financial sector solvency scare, or both.

Similarly, on pure technical analysis, there is a
growing number of “head and shoulders” patterns that
are testing near-term support on Wall St. Again, this
technical situation requires close daily monitoring.
Sell in May and go away
But the aspect of all this that makes me extremely
vigilant is actually a seasonal one. We are
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The local context
So what does all this mean in an Australian equities
context?
Below is a chart of the NASDAQ composite index
(blue) and the ASX200 (red) over the last five years
on a common performance base.

But this time around we are dealing with a different
driver of a potential broader equity market correction.
This is a valuation correction of high-flying stocks
meeting the increasing consensus view that the next
move in global interest rates is a rise. Quantitative
easing is also in the process of being turned off, while
there’s also a view the Q1 US reporting season will
be mixed, due to the very cold weather of January.

Now let’s compare the NASDAQ Composite Index vs
the ASX200 Accumulation Index (XJOAI). This
reminds you of the power of accumulating dividends.

In terms of the NASDAQ, you can see below that
capital growth really accelerated away from the
trend-line in the last 12 months. This chart suggests
there is further downside in the NASDAQ composite
index.

Either way you look at it, leading Australian equities
have dramatically underperformed high-flying US tech
names over the last few years. Fair enough, we
offered lower growth but significantly higher yield.
No doubt if the current valuation correction in
high-flying US tech names broadened to a US equity
asset class correction, then Australian equities
wouldn’t be immune to that selling pressure.
However, I can see no scenario where Australian
equities would perform worse than US equities, and
every scenario I believe is conceivable sees
Australian equities outperforming US equities
relatively and absolutely.

03

The main reason I come to this conclusion is the
weightings of tech and biotech names in benchmark
Australian indices is miniscule. The Australian names
that went up with the NASDAQ are on a limited list;
the list of names that underperformed the NASDAQ is
a very extended list.
Valuation rotation
The way this could play out, is the high-flyer valuation
correction on Wall St broadens in May, just as
Australian banks report record earnings and
dividends. Either way, the scenario leads you to
avoiding high-flyer Australian stocks with high
NASDAQ correlation, parking in leading Australian
stocks with clear valuation and yield support, or
simply moving to cash/the sidelines for a little while,
away from high flying NASDAQ correlated stocks.
I suspect this isn’t a situation to over-complicate. If
you take some profits on the Australian high-flyers
with high NASDAQ correlation, then I think at this
moment in time you have probably done enough. You
saw earlier this week how Australian/New Zealand
high-flyers went seller no buyer, and this just reminds
you how spectacular a momentum change can be in
overvalued stocks.
Interestingly, the broader Australian equity market
hung in well this week (fresh six-year high) despite
the carnage in high-flyers. This was particularly
evident in the ASX TOP 20 (XTL).
The simple advice I am giving institutional investors is
if the chart of a given stock has basically gone up and
only up for 12 months and has a FY14 P/E over 20x,
it is vulnerable to this valuation correction. If its
correlation to the NASDAQ is high, it is extremely
vulnerable to a valuation correction.
Stocks that previously were “momentum” darlings,
and trade on large P/E premiums to the market,
remain vulnerable to further de-rating. That de-rating
can be relative and absolute. That is where I am
focusing my attention, while keeping a very close eye
on whether this valuation correction in high-flyers
spreads and triggers a broader “sell in May” equity
market correction. At this stage, I don’t know the
answer to that, but as I wrote above I am monitoring it
daily.

Time to go
Today I am simply going to reiterate what I have said
to institutional investors for the last few weeks. Below
is a selection of names in different Australian sectors
that are vulnerable to a valuation correction. I have
significantly broadened the list of vulnerable stocks
and sectors, but they all have one thing in common,
they have been the big “momentum” stocks of the last
12 months. As I say, when the “MO goes”, you need
to go.
I think this clearly means you need to be careful in
any stock that has previously been dragged up by this
NASDAQ valuation vortex. It doesn’t matter how
good a company they are, if this becomes a global
tech and biotech/healthcare/momentum stock
valuation correction, which I think it could, then as my
old mentor Peter ‘Fish’ Whiting used to say “even the
pretty girls get hurt in the bus crash”.
It doesn’t require negative earnings revision or any
stock specific issue. It just requires acceptance from
investors that they have paid too much for near-term
growth and that in itself could see P/E’s drop two to
five points in leading Australian technology,
biotech/healthcare stocks/momentum stocks.
Without overcomplicating the issue, the Australian
stocks that come to mind that are vulnerable to a
valuation correction include, but are not limited to…
REA Group (REA)
Seek ltd (SEK)
Domino Pizza Enterprises (DMP)
CarSales.Com (CRZ)
Xero Ltd (XRO)
Vocus Comms ltd (VOC)
TPG Telecom Ltd (TPM)
iiNet ltd (IIN)
CSL ltd (CSL)
ResMed Inc (RMD)
Ramsay Healthcare (RHC)
Sirtex Medical (SRX)
21ST Century Fox (FOX)
Navitas (NVT)
G8 Education (GEM)
OzFoxex (OFX)
Vocation (VET)
Donaco (DNA)
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James Hardie (JHX)
Magellan Financial Group (MFG)
BT Investment Management (BTT)
Platinum Asset Management (PTM)
Henderson Group (HGG)
Credit Corp Group (CCP)
Veda Group (VED)
ASX Ltd (ASX)
For tactical traders and hedge funds, shorting the list
above via an OTC ETF equally weighted could work
very well if I am right and a genuine valuation
correction takes hold. For long only investors in these
high-flying names, the simple question is should I
take some profits and move to the sidelines for a little
while? I think the answer to that question is absolutely
yes.
Once some profits have been locked in in high flyers,
I recommend rotating that money to ASX TOP 20
laggards that have clear valuation and yield support.
Obviously I still like the big four banks, SUN, MQG,
AMP, IAG, TLS and BHP to name a few mega cap
stocks.
Today’s note is a continuation of the “tracks vs
trains” view of Telstra from last week. For me, from
this point I don’t want to be over-exposed to mid-cap
high flying, highly valued momentum stocks, I want to
be over-exposed to large caps with clear value and
strong yield support.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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The best of the iron ore stocks
by Ron Bewley
Brokers are often thought to be a bit optimistic
because they rarely have a ‘sell’ on a stock. So, in
my opinion, if the collective wisdom – or consensus
view – of brokers is weak for a particular company,
there is little point in investing in it. That does not
mean any good consensus view will turn out to be
good – but it does mean that the brokers are not
aware of any problems with the company or its
market.
Iron ore options
Investors can access Reuter’s broker survey
results here, and then type in a stock code, then click
the appropriate stock name, and then the ‘analysts’
tab. The table on that site looked like that below for
each of four iron ore stocks (RIO is slightly diversified
outside of iron ore) (I repeated the exercise four times
and displayed the data differently to aid comparison).
Table 1: Reuter’s survey results of broker
forecasts for four stocks on 7th April 2014

Source: Reuters
The column headed ‘Current’ contains the latest
data and for RIO it shows that there were 16 brokers
(=3+9+4) in the survey: three said ‘buy’ (1 point),
nine said ‘outperform’ (2 points), four said ‘hold’ (3
points) and there were no underperforms or sells. The
average score (3×1 + 9×2 + 4×3 + 0×4 + 0×5)/16 =
2.06 is a very strong consensus result.
But not all consensus recommendations are the
same. A similar score of 2.06 could have been
achieved with a different distribution of ratings. For
example, by changing one of the ‘holds’ to a ‘buy’
and another to a sell gives the same mean rating but I
would be more concerned with the presence of a
‘sell’.
By looking at the ’1 Month Ago’ column for RIO, I
can see that there has been no recent change in the
ratings. But ’2 Months Ago’ I can see that one
analyst has since joined the coverage but, more
importantly, two analysts have downgraded their
strong ‘buys’. If we compare the two month and
three month ago columns, there was an upgrade to a

06

‘buy’, so I do not find these more recent changes to
the data to be a significant problem. RIO looks like a
well-backed stock.
Although all four stocks have their stock prices
heavily influenced by the same iron ore price, the cost
structure and diversification of mines are quite
different. While Fortescue’s rating at 2.19 is not
much different from RIO’s 2.06, the recommendation
histories are quite different. In particular, two analysts
have an ‘underperform’ on the stock and one once
had a ‘sell’. That would rule out Fortescue for me
when compared to RIO. The other two stocks clearly
have inferior ratings.

consensus recommendation in a two-week period but
it can be noted from Table 2 that some did.
Table 2: Updated broker recommendations for the
watch-list

In the case of Mount Gibson, some are calling into
question the longevity of its mining strategy. Atlas and
Mount Gibson are not in the top 100 so they didn’t
make the watch-list I worked through in my previous
posting a fortnight ago. So RIO is the standout from
these four for me.
Portfolio update
With a small universe of stocks – which I strongly
advocated in my previous posting – the task of
reviewing these ratings is not arduous. Since I have
an automated system (for which I pay a lot!) I check
my ratings and various other statistics first thing each
day. I would need a good reason to buy a stock for
the first time if it has a rating of 3.0 or bigger (recall
bigger is a worse rating).
When a stock’s recommendation climbs above 3, I
monitor it closely. I might sell or I might choose to
hang on for a while, depending on how it fits in my
portfolio. For example, I have held CBA for some time
and its recommendation slipped above 3. However, I
believe that slip to be due to its stock price rather
than any inherent problem. Since it is a long-run
dividend play in my SMSF, I continue to hold on.
These ratings have played a central role in my
portfolio construction methodology since I started
creating portfolios for clients (and myself!) a few
years ago.
I have updated my watch-list portfolio from two weeks
ago by including the latest recommendations in Table
2. One should not expect much change in the

Source: Thomson-Reuters Datastream
Goodman Group (GMG) is the standout improver with
a very promising 1.50 rating. But I find any stock that
has improved by, say, -0.4 or -0.5, very worth looking
into further. On the downside, NAB took a beating
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and drops out of the watch-list for now with a reading
of 3.31 and GPT goes with it.
Of course, there are countless news articles on
current hot picks. I avoid most of them because I
don’t feel the need for more information that is
readily available from Thomson Reuters. And I don’t
want to deviate from the rigour of my personal
strategy. However, if I were holding NAB or GPT I
would seek out analyst’s reasoning for the changes
to determine whether I should sell or hold. Equally I
would want to follow up Goodman Group’s story.
After all, it is my life savings that go into my portfolio
and so I will not follow any metric blindly.
And finally, it is so important to select stocks that fit
together – in that they help diversify risk. Since to me
Fortescue is more or less a smaller version of RIO, I
have two reasons to exclude Fortescue – size and
rating. In due course, the relative strength of the two
recommendations might reverse so it is perhaps wise
to keep Fortescue in my watch-list even though it
isn’t (and hasn’t been) in my portfolio. I have always
held some exposure to RIO.
In a fortnight’s time, I will discuss managing
expectations for different styles of portfolios, such as
yield and index-tracking
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Buy, Sell, Hold - what the brokers say
by Staff Reporter
In a slow start to a week that has had little broker
activity, most of the ratings movements were on
miners and resource companies. Perhaps what was
most interesting was what didn’t happen. No broker
actually upgraded or downgraded David Jones,
following the Woolworths South Africa bid. However
BA-Merrill Lynch moved to a No Rating, CIMB
Securities retained a Hold, Macquarie is involved in
the deal and so is therefore now restricted from
making a recommendation and UBS retained a Hold
rating. CIMB Securities moved its target price to $4
from $3 and UBS also moved to $4 from $2.85.
In the good books
UBS upgraded Arrium (ARI) to Buy from Neutral. The
broker is revising earnings forecasts down by 4% in
FY14 to reflect a lower effective iron ore price and
higher Australian dollar. UBS continues to see upside
risk to base steel-led earnings but mining will still
drive earnings in the near term. The rating is
upgraded to reflect the current valuation, following the
underperformance so far in 2014. The broker thinks
the market is attributing little value to an eventual
turnaround in steel.

slightly higher R&D costs. The result is a 6.0%
downgrade to FY14 profit forecasts and a 5.8%
downgrade to FY15.
Drillsearch (DLS) was downgraded to underweight
from Neutral by JP Morgan, after the broker reviewed
production expectations ahead of the quarterly
reports. The broker thinks Drillsearch has a strong
business model but after a run up in the share price it
is now expensive.
The above was compiled from reports on the
FNArena database, which tabulates the views of eight
major Australian and international stock brokers:
BA-Merrill Lynch, CIMB, Citi, Credit Suisse, Deutsche
Bank, JP Morgan, Macquarie and UBS.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.

UBS upgraded Panoramic to Buy from Neutral. UBS
has increased 2014 nickel price forecasts by 14%. On
a valuation basis, Panoramic has benefited most from
the upgrades because of a short mine life. Free cash
flow estimates have been lifted by 281% for FY14
and 148% for FY15.
In the not-so-good books
UBS downgraded Aristocrat Leisure to Neutral from
Buy. The Australian dollar has rallied recently and this
is important for Aristocrat, as a large proportion of
earnings are generated overseas. UBS is
incorporating the prevailing Australian dollar rate at
the end of the March quarter, as well as assuming
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Get some global pharma exposure - Baxter
by Nitesh Patel

Baxter (BAX:US)

How long have you held Baxter (BAX:US)
For a few months now.
What do you like about it?
Unlike CSL, which trades on a PE multiple of over
20x, Baxter is a much bigger and more diversified
group (multiple under 13x).
With Haemophilia and kidney disease going
undiagnosed across the world, especially in the
emerging markets, Baxter has leadership positions
that it can exploit for the foreseeable future.
The business characteristics are compelling and
consist of biopharmaceuticals sales of $5.8 billion.
Leading products for the treatment of Haemophilia A
and B have sales of $3.4 billion. Bio Therapeutics
sales consist of $2.1 billion. These products address
human immune system weakness, for example
Primary Immune Deficiency (PID), which is growing at
7-9% per annum.
Medical products sales of dialysis equipment,
intravenous systems, biopharma etc are $9.4 billion.
The two businesses provide diversity and longevity,
which, if split, could generate more value for
shareholders. Each business segment has the
characteristics for a long-term success.
Baxter is lowering its cost base by reducing costs that
can then be reinvested into other areas that generate
high returns.
How is it better than its competitors?
It is the market leader in nearly all of its segments.

Haemophilia A represents over 80% of all
haemophilia cases globally and Baxter has a 40%
market share in treatment.
Investment in new drugs for the treatment of
Haemophilia will start to pay dividends in the near
term, as those drugs pass the tests of the US Food
and Drug Administration (FDA). The plasma business
is also well placed to grow in emerging markets.
In medical devices, with the acquisition of Gambro,
the company now has the geographic reach to push
harder in marketing and sales to increase penetration
of their products. The distribution capabilities have
been strengthened significantly for other products.
Generic competition in Haemophilia treatments from
Biogen will come to the market in 2014 in the US and
2016 for the EU. In the meantime, Baxter has been
developing new products to fight these generic drug
manufacturers and patients’ propensity to switch life
saving drugs has historically been low, given the
uncertainty factor.
What do you like about its management?
The standout attribute has been their ability to
continue to build a pipeline of new products and
complement this with acquisitions in the face of
patent expires and stiffer competition. With their
dominant position in the Haemophilia market under
pressure, they have been working hard on research
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and development to negate these headwinds and the
fruits of those decisions will be delivered in the next
one to three years.
What is your target price on Baxter?
As we tend to look at valuations like PE, free cash
flows and yield to derive a target price, our near term
target price is at least $90 (FY16: EPS $6, PE 15x).
The sum of the parts valuation is obviously higher,
given multiples for standalone comparables.
At what point would you sell it?
If valuation becomes rich for its growth profile, we
would look to reduce our position. We mostly hold
positions for the long term.
Where do you see the value?
There are big underpenetrated markets across the
world for haemophilia drugs/renal machines and
potential breakup of the business will unlock value.
Nitesh Patel is a senior investment analyst and
assistant portfolio manager for Insync Fund
Managers’ Global Titans Fund.

Nitesh has over 16 years of funds management
experience covering international stocks, managing
both long only and long/short equity portfolios. He has
managed funds with a variety of investment strategies
and has considerable hedging, risk and quantitative
experience.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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How to pay the higher income earners super tax hit
by Tony Negline
The ATO is busy issuing higher income earners with
a new tax assessment for the 30% Higher Income
Earners tax measure for the 2012/13 financial year.
If you have submitted your personal income tax return
and your super fund has submitted its combined
income tax and regulatory return, then you might
have already received your assessment notice.
How to pay it
You need to check the notice carefully. Unfortunately,
the ATO gives you just a short period of time to work
out how you want to pay this tax.
There are two options:
1. You can pay the tax out of non-super fund
money. If you select this option then you have
21 days from the tax notice’s date to pay the
tax.
2. You can ask your super fund to pay the tax for
you – in this case you need to send your
super fund a formal ATO “release authority”
that tells your super fund what to do.
If you disagree with the information on the notice,
especially the amount of tax owing, then make sure
you follow the detailed information about objecting to
the Tax Office’s assessment. Please seek advice if
you’re unsure. If you want to challenge the
information on the notice then you only have a short
time to do so.

Reportable fringe benefits
Total investment losses
Your super contributions (see below)
From these amounts you deduct the following:
Some tax-free distributions from family trusts
Some super benefits included in your tax
return if you’re aged at least 55 but under 60
that receive a tax offset so the benefit is
concessionally taxed
Who will get a notice
If you earn more than $300,000 in the 2013 financial
year, then your super contributions that take your
income above $300,000 will be taxed at 30% and you
will receive a notice, also called a Division 293 tax
assessment.
What super contributions does it apply to?
As far as super contributions are concerned the
following amounts are added to your income amount
worked out above:
All employer super contributions
Personal super contributions claimed as a tax
deduction
Allocations from reserves above a reasonable
amount
All other super contributions are excluded from this
new tax measure including the following:

How income is calculated
For this new measure you include the following
amounts to work out if you breach the $300,000
threshold:
Taxable income

Excess concessional and non-concessional
contributions
Most transfers from foreign super funds
Rollovers containing an untaxed Taxable
Component (primarily paid from unfunded
public sector super funds)
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This is quite a nasty unfair tax. Throughout my life
it’s been the Coalition’s job to repair the state of
most Australian government’s (Federal, State and
Territory) finances. Hopefully when the Coalition can
pull the Federal finances back into better shape they
can then dump this tax measure.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Canadian market and trustee change
by Questions of the Week
Question: What is up with the market in Canada?
I’ve just watched it go up around 180 points in three
days and the ASX only goes up 12points in three
days. Canada is only 200 points off its all-time high
and we are a thousand points off!

will allow you to change trustee without buying/selling
– they all have similar but slightly different
requirements so I would check with each of them.

Answer (By Paul Rickard): Thanks for your
observation about the Canadian market.

Some brokers and registries charge fees and real
estate is the hardest and most expensive asset, as
you need to get a lawyer involved and then get the
title changed.

On a year to date basis to Thursday midday and
measured in USD, the Canadian market is showing
gains of 6.88%. Most markets are flat this year – in
the USA, the Dow Jones is down 0.20%, NASDAQ is
up 0.50% and the S&P 500 is up 1.87% – in the UK,
the FTSE 100 is off 0.52%.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.

The Australian market (again in USD) is up around
4.49% – arguably not that different to the Canadian
market.
We are still some way from the previous high –
maybe that reflects our lack of confidence, plus
potentially an Australian dollar that got too high. While
the Canadian dollar is also considered to be a
“commodity currency, it didn’t get to the same levels
as the Aussie did 12 to 18 months back.
Question 2: We would like to replace the personal
trustees of our SMSF with a corporate trustee.
However we are told that all the assets would have to
reflect this change in ownership. Managed funds and
shares would have to be sold/redeemed and
repurchased and term deposits terminated early. Is
this correct?
Answer 2 (By Tony Negline): You need to change
the trustee and the assets at the same time (and
show you’ve done all you can to make the second
step occur ASAP after company becomes trustee).
Most managed funds, share brokers and registries
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Did you know?
Earlier this week I got together with Paul Rickard to talk about what's going on in the market and what might
happen in the next month. Check it out here.
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